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Capital gain or dividend? This is the first and foremost
question in the mind of a shareholder in a closely-held
corporation who is considering a redemption of stock by
the corporation without complete liquidation of the corporation. If the redemption is considered to be a distribution in payment in exchange for the stock, he will be
taxed on the gain, if any, at capital gain rates. But if it
is not considered to be a distribution in exchange for
stock, the tax consequences may be extremely costly. The
proceeds of the redemption, not just the gain, would then
be taxed as a dividend to the extent of the current year's
or the accumulated "earnings and profits" (as determined
under the Internal Revenue Code) at ordinary income
rates. "Earnings and profits" as determined under the
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Internal Revenue Code may be drastically different from
the corresponding amounts in the corporation's records.
T h e Internal Revenue Code provides in general that a
redemption is to be treated as an exchange unless it is
essentially equivalent to a dividend [Section 302(b) (1)]Are there any tests for determining with assurance that
a stock redemption by a closely-held corporation will be
treated as an exchange of stock? In addition to the general provision, the Internal Revenue Code within its
framework provides for stock redemptions in the following situations to be considered as exchanges of stock if
the qualifying requirements are met:
(1) substantially disproportionate redemption [Section 3 0 2 ( b ) ( 2 ) ]
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(2) substantially disproportionate redemption
tion 302(b) (3)]

[Sec-

(3) redemption in amount of death taxes and funeral
and administrative expenses (Section 303)
(4) partial liquidation (Section 346)
In order to obtain the capital gain advantage of one of
these four situations, the shareholder's ability to meet the
definite requirements of the statute must be carefully
determined. It must also be determined that capital gain
treatment would not be denied because of the collapsible
corporation provisions in Section 341.
Substantially

Disproportionate

Redemption

T h e shareholder must meet all three of these requirements in order for the redemption to be substantially
disproportionate:
(1) the percentage of the corporation's voting stock
actually and constructively owned immediately
after the exchange must be less than 80% of what
it was before the exchange;
(2) if any of the outstanding common stock of the
corporation is nonvoting, the percentage of the
corporation's common stock owned actually and
constructively immediately after the exchange
must be less than 80% of what it was before the
exchange; and
(3) the shareholder must own, actually and constructively, less than 50% of the corporation's voting
stock immediately after the redemption.
Note that a redemption of nonvoting preferred could
not meet these requirements, but a redemption of nonvoting preferred (other than Section 306 stock) made
simultaneously with a qualifying redemption will be
treated as an exchange. A redemption of all the stock of
one class would not be disproportionate, and neither
would a redemption of the same percentage of each
holder's shares.
T h e amount of stock which must be redeemed in order
to make the redemption substantially disproportionate
may make it impossible to effect. It might be made possible by first arranging a recapitalization under which
some of the voting common is exchanged for nonvoting
common so as to reduce the shareholder's percentage of
voting common.
The catch in this situation is often the constructive
ownership of stock brought about by the attribution of
ownership rules (Section 318). The requirements refer in
each case to the percentage of stock owned actually and
constructively. A redeeming shareholder would be conJUNE,
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sidered to own constructively the stock owned by his
spouse, parents, children and grandchildren — but not
that owned by his brothers, sisters or grandparents. It is
less obvious but just as important that the shareholder
should constructively own his proportionate share of the
stock owned by a partnership in which he is a partner, by
an estate or trust of which he is a beneficiary, and by
another corporation if he owns 50% or more in value of
the latter corporation's stock, as well as stock which he
has an option to acquire.
Example: A owns 40 shares; B (unrelated) owns 60
shares; total outstanding, 100 shares. If the corporation
should redeem 12 shares from A, the result would be a
substantially disproportionate redemption. A would own
less than 32% after the redemption (less than 80% of
40%) and would own less than 50% of the voting stock
outstanding.
If the situation was the same except that B (unrelated) owns 30 shares and C (A's son) owns 30 shares,
the corporation would have to redeem 21 shares in order
for A to meet the test of owning less than 50% of the
voting common after the redemption. After the redemption of 21 shares, A would own actually 19 shares and
constructively 30 shares or a total of 49 shares.
In the application of the attribution rule, there is no
double attribution of stock, e.g., a father constructively
owns stock owned by his son but not stock owned by his
daughter-in-law. A carefully planned gift to a brother,
sister or in-law where no direct attribution would be
made might make possible a substantially disproportionate redemption. Gifts of stock which would aggravate the
attribution problem should be weighed carefully.
Complete

Termination

of Interest

Another statutory avenue to capital gain treatment is
the complete termination of a shareholder's interest.
Here the family attribution rules do not apply in determining whether all of a shareholder's stock has been
acquired, provided that he meets certain other requirements. However, the attribution from partnerships,
estates, trusts and corporations still applies in determining whether a shareholder has completely divested himself of his interest.
A shareholder will be considered to own the stock
owned by his spouse, children, grandchildren and parents
unless immediately after the redemption he has no interest in the corporation, other than as a creditor; he
acquires no such interest for ten years after the redemption; and he files an agreement with the Commissioner
of Internal Revenue to notify the latter if he acquires
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such an interest within ten years. "Interest" includes an
interest as an officer, director or employee. This agreement in effect extends the statute of limitations on this
particular transaction for a ten-year period.
If any part of the stock redeemed was acquired by the
taxpayer within ten years before the redemption from a
family member included in the attribution rules or if the
family member acquired stock from the shareholder during the ten-year period and avoidance of Federal income
tax was the principal purpose of either acquisition, the
constructive ownership rules relating to family members
apply. For this reason, and others, where a gift is made
to a family member for a purpose other than tax avoidance, it is wise at the time of the gift to document the
reasons for which the gift is made. This provision closes
the loophole which would exist in cases where a shareholder has given stock to his wife in the last ten years
and all the wife's stock is redeemed. Redemption of the
related person's stock at the time would remove this
problem.
The attribution of ownership between an estate and a
beneficiary of the estate may cause problems to an estate
desiring to come under the substantially disproportionate
redemption rules. If the beneficiary is to receive a specific bequest of the stock, the executor may break the
attribution chain by distributing the stock before the
stock redemption. However, if the beneficiary is a residuary legatee, there is no way available to dispose of the
attribution of ownership.
Although a series of redemptions which in the aggregate would completely terminate the shareholder's interest would not qualify, a contract to purchase all the
shareholder's stock for a certain amount with payment to
be made in installments would seem to qualify as a complete termination. The shareholder's remaining interest
under the contract would be that of a creditor. However,
if the payment is contingent upon the earnings of the
corporation, the shareholder's interest would not be that
of a creditor.
Redemption to Pay Death Taxes and
Funeral and Administration
Expenses
This provision eases the problem of realizing cash to
pay taxes and expenses in estates where assets are concentrated in one or more closely-held corporations.
It provides that a distribution to a shareholder (not
just the decedent's estate) in redemption of stock which
was includible in a decedent's estate is to be treated as
a distribution in payment of the stock to the extent that
the distribution does not exceed the death taxes and the
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allowable funeral and administrative expenses. Death
taxes include estate, inheritance, legacy and succession
taxes and interest paid on these taxes.
The proceeds of the redemption do not have to be used
to pay these taxes and expenses; in fact, the shareholder
whose stock is redeemed may not have paid the taxes or
expenses. Thus, Section 303 may apply with respect to a
distribution in redemption of stock from a donee to
whom the decedent has transferred stock in contemplation of death under Section 2035, or from a surviving
joint tenant. Similarly, Section 303 may apply to the
redemption of stock from a beneficiary of the estate to
whom an executor has distributed such stock pursuant to
the terms of the decedent's will. However, a redemption
from a shareholder who has acquired the stock by gift or
purchase from any person to whom such stock has passed
from the decedent will not qualify. Nor will a redemption from stockholder who has acquired the stock from
the executor in satisfaction of a specific monetary bequest.
In order for the stock to qualify for this kind of redemption, the value of the stock owned by the decedent
in the corporation must constitute more than 35% of the
value of the gross estate as determined for Federal estate
tax purposes or more than 50% of the value of the taxable estate (gross estate less allowable deductions and
exemption) as determined for Federal estate tax purposes. T h e statutory period for making the redemption is
approximately four and one half years after death or
longer under certain conditions.
The benefits of Section 303 can apply to the redemption of the stock referred'to in the Code as "Section 306
stock" which is usually preferred stock received either as
a nontaxable stock dividend or in a transaction in which
no gain or loss is recognized. Its disposition, except where
it was includible in an estate and qualifies for redemption under Section 303, is governed by the provisions of
Section 306.
Problems arise in determining that the 35% or 50%
test of ownership has been met. The amounts of the gross
estate and taxable estate may change significantly during
the administration of an estate because: (1) the valuation of closely-held stock is frequently the source of controversy unless the value is restricted by an agreement
between the decedent and the corporation; (2) assets not
originally considered to be included in the gross estate,
such as gifts determined to be in contemplation of death
and trusts established by the decedent while living, may
be determined later to be includible in the gross estate;
and (3) the Internal Revenue Service audit may result
in a change in the amount of allowable deductions.
THE
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If possible, it is advisable to postpone the redemption
until after the Federal estate tax return has been audited
by the Internal Revenue Service, and the value of the
stock being considered for redemption, the gross estate,
and the taxable estate can be definitely established.
Otherwise, in determining whether stock qualifies for this
type of redemption, allowance should be made for the
effect of the various factors which might cause the percentages of ownership to change.
Because of the broad application of Section 303 to all
redemptions of such stock which was includible in the
gross estate for purposes of computing the Federal estate
tax, wise planning is essential. It is important to ascertain
whether any other redemptions of the stock have been
made or are contemplated by legatees, heirs or donees of
the decedent, a surviving joint tenant or trustee of a trust
created by the decedent. These redemptions may count
in determining how much stock, if any, may be redeemed
by the estate under the benefit of this Section. The statute does not provide for the manner in which redemptions are to be applied against the "redemption allowance"—whether chronological order or redemption from
an estate shall be considered first. Any redemption proceeds in excess of the "redemption allowance" might be
taxed as a dividend.
In making such a redemption, the corporation might
consider distributing appreciated property rather than
cash. The estate's basis of the stock and the value of the
property should be approximately the same, resulting in
no gain or loss to the estate. The corporation should
have no gain from the distribution of the appreciated
property as long as it does not distribute L I F O inventory, installment obligations, property subject to a liability in excess of basis or real estate or personal property
with respect to which gain would be reportable under
Section 1245 or Section 1250. Such a distribution should
be planned with caution since the Internal Revenue
Service has been contending with some success that certain distributions of property with unrealized income
potential are taxable to the corporation under the
"assignment of income doctrine."
Partial

Liquidations

A stock redemption which qualifies under the partial
liquidation rules is considered to be a distribution in
payment for stock. We are concerned here only with the
rules which pertain to a corporation which is continuing
in business and redeeming part of its stock. Usually under
these circumstances, the corporation discontinues or sells
part of its business, it has cash and assets which are no
JUNE,
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longer required for its reduced business activity and it
distributes cash a n d / o r assets to its shareholders in redemption of a portion of its outstanding stock.
A distribution in partial liquidation is defined in Section 346 as one which:
(1) is not essentially equivalent to a dividend;
(2) is made in redemption of part of stock pursuant
to a plan; and
(3) occurs within taxable year in which plan is
adopted or the succeeding year.
A distribution shall be treated as a partial liquidation
if the following requirements outlined in the Code are
met:
(1) the distributing corporation must have been engaged in at least two businesses;
(2) the business discontinued and at least one other
business must have been conducted for at least
five years immediately preceding the distribution;
(3) the business terminated and at least one other
business must not have been acquired in the five
years immediately preceding the distribution in a
transaction in which gain or loss was recognized
in whole or in part; and
(4) one of the active businesses must, have been distributed in kind or one of the businesses must
have been sold and proceeds of the sale distributed.
The distribution does not have to be made pro rata
among the shareholders. There are no restrictions as to
the type of stock which may be redeemed.
T h e partial liquidation stock redemption escapes the
attribution of ownership problems which hamper redemption under other sections. It may provide the means
of redeeming Section 306 stock at capital gain advantage.
It may permit the distribution of assets without the corporate tax which would have been created under other
sections.
Other

Redemptions

If a redemption cannot fit into any of the situations
already outlined, its taxable status will then depend upon
the facts and circumstances. Any redemption which is
not essentially equivalent to a dividend is considered under the general rule of Section 302 to be a distribution
in payment for stock. Determining this from the facts
and circumstances is difficult since there are no affirmative rules to apply in making the decision.
If the effect of a redemption is to distribute accumulated earnings without the formal declaration of a dividend, the distribution in redemption of the stock will
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probably be construed to be a dividend unless all the
facts indicate otherwise. Some of the principal factors
which indicate that the redemption proceeds are taxable
as ordinary income are pro rata redemption from all
shareholders of the same class, existence of large accumulated earnings and a history of meager dividend payments, redemption initiated by the shareholder rather
than by the corporation and redemption of stock issued
as stock dividend in tax-free recapitalization. Some of
the factors which indicate that a distribution in redemption is not a dividend are redemption not pro rated
among shareholders, decline in the corporation's working capital needs, and acquisition of stock to make it
available to key employees.
Tax Court cases have developed the general rule that
if both the issuance and the redemption of stock were
brought about by legitimate business reasons connected
with the business, indicating no tax avoidance motive,
and if the corporation's dividend policy does not evidence a studied attempt to avoid tax, the redemption will
not be considered to be essentially equivalent to a dividend.
Other

Considerations

An indirect redemption of a corporation's stock may
occur through the use of another corporation. If a shareholder who controls brother-sister corporations sells the
stock of one corporation to the other, the sales proceeds
are considered to be a distribution in redemption of the
stock of the acquiring corporation under Section 304 of
the Code. The rules in Sections 302 and 303 are applied
to the holdings in the issuing corporation to determine
whether or not the distribution is to be treated as a dividend of the acquiring corporation.
Likewise, under Section 304, if a subsidiary acquires
stock of its parent corporation from a shareholder of the
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parent corporation, the acquisition of such stock shall be
treated as though the parent corporation had redeemed
its own stock. The rules in Sections 302 and 303 are then
applied to the stock ownership in the parent to determine the taxable status of the redemption. If the distribution does not qualify as an exchange of stock under
either of these sections, the entire amount of the selling
price will be treated as a dividend to the seller to the
extent of the accumulated earnings and profits of the
parent corporation, determined as if the distribution has
been made to it of the property that the subsidiary exchanged for the stock.
A stock redemption agreement which provides for
mandatory redemption of stock by the corporation after
the shareholder's death may cause serious problems. The
required redemption may financially wreck the estate and
heirs if the redemption does not meet the affirmative requirements of Sections 302 or 303. Even if the requirements of Section 303 for redemption to pay taxes and
expenses are met, only part of the redemption proceeds
may be assured the benefit of this section. It would be
preferable for the agreement to give the corporation an
option to purchase within a certain period and to provide
for the purchase by the other stockholders if the option
was not exercised by the corporation. Or the agreement
might be conditioned upon receiving an Internal Revenue Service ruling or opinion of counsel that the redemption would have no adverse tax consequences.
Sound tax planning and advice are the key to the
shareholder's receiving maximum realization from the
redemption of stock in a closely-held corporation. Planning a contemplated redemption to obtain the best tax
advantage is extremely important, but continuous, overall planning, which would give consideration to possible
future redemptions, is even more important and rewarding to the client.
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